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The Origins and Development of
Materiality as an Auditing Concept
David C. Selley
Auditing Standards Director,
The Canadian Institute of Chartered Accountants

Introduction
"Unimportant, of course, I meant," the King hastily said, and went on to himself in an
undertone, "important—unimportant—unimportant-important—" as if he were trying
which word sounded best.
— C . L . Dodgson, alias Lewis Carroll

The accounting and auditing professions and users offinancialstatements
are, of course, much more organized than the King. Or are they? Recently,
accounting professions in a number of countries, including the United States,
have issued authoritative pronouncements on the subject of materiality in
accounting, and the United States has issued a pronouncement on materiality in
an auditing context (AICPA Statement on Auditing Standards (SAS) No. 47,
"Materiality and Audit Risk," referred to hereafter as SAS 47). However, no
one pretends that all the problems have been resolved and, as will be outlined
in this paper, further work is underway in a number of areas.
Being asked to write a paper on materiality is rather like being asked to
write a love poem. If one were to research all love poems previously written
one would wonder how it was possible to come up with anything new or
different. The materiality situation is similar. There is an immense quantity of
material on the subject from standard-setting bodies and commissions, task
forces and study groups commissioned by such bodies, practising firms,
authors of text books and researchers in academe and elsewhere. This activity
has not been confined to the United States. One approach to a paper on the
history and development of the concept of materiality would be to write an
accountant's equivalent to a Whole Earth Catalogue, but that would be most
uninteresting for the writer and even more so for the reader. This paper
therefore is highly selective in the material that it covers and the issues that it
addresses.
Until the last several years, little of the work carried out on the subject of
materiality dealt specifically or at length with the auditor's use of this concept.
Most of the emphasis, and probably rightly so, was on what was material in the
context of annual financial statements and the users thereof. Nevertheless,
there was always some recognition that the auditor was concerned in this
process, even if only to indicate at the outset that the particular pronouncement, study or paper did not deal with the auditor's concern on the question.
The problem is that the auditor has to be concerned with understanding
1

how materiality is accounted for in the accounting sense and then has concerns
over and above that in determining how he can construct an audit program to
obtain reasonable assurance of detecting errors, if they exist, in financial
statements accumulating to the materiality levels determined in an accounting
context. It is this that has led to a supposed distinction between accounting
materiality and auditing materiality, which is one of the issues addressed in this
paper.
In this paper, I will make no attempt at a catalogue. I am not in a position to
do so. I will try to bring to the subject my experience which was until the early
1970s, that of a practising auditor wresting with day-to-day problems of
materiality and coping with materiality guidelines provided by the national office
of my firm, one of the largest public accounting firms in Canada. Next, I spent
several years in that same national office auditing standards department and
was therefore part of the firm's process of developing the auditing materiality
guidelines that then were wrestled with by those unfortunates in the field that I
had abandoned. For the last three years I was Director of Auditing Standards
for the firm. For the past seven months I have been Auditing Standards
Director at The Canadian Institute of Chartered Accountants (CICA), responsible for staff support for the auditing standards-setting process in Canada. So I
will try to bring to bear the views of a practitioner (very rusty), a troubleshooter and a standard-setter.
I have no academic experience (except as a student) and I am not a
researcher. In preparing this paper I have read, I think, most of the key
authoritative pronouncements and studies, a selection of the research papers
and articles referred to in those studies and some other material that caught my
fancy. The background material referred to is heavily weighted towards North
America. However, I have taken into account developments at the authoritative level in other parts of the Anglo-Saxon accounting world.
I am, therefore, not going to find a new discovery in the literature. I am
treading well-trodden ground. Readers may think that all this sounds a little like
a restricted scope paragraph, and they may very well be right. I ask that you
wait for the conclusion before deciding whether such conclusion is an opinion, a
qualified opinion or a disclaimer of opinion.
I will make references in many cases in abbreviated form, which are then
described in detail in Appendix 1. In some cases, I will also identify quotations
taken second-hand from published material. Unless quotations are so identified, they have been taken from the original material.
This paper is presented in the following sequence.

Section A—History of the Concept of Materiality in an Auditing Context
A very brief summary in chronological sequence of the major developments
since the 1950s and an even briefer summary of developments prior to that.

Section B—Where We are Now?
A very brief summary of where the profession is now with respect to
authoritative and semi-authoritative material.
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Section C—Key Issues
Commentary on selected key issues that have been a feature of developments in this field since the 1950s. The following issues are covered:
1.
2.
3.
4.
5.
6.

Definition of materiality
Accounting versus auditing materiality
Materiality and the audit model
Quantitative versus qualitative materiality
Practical considerations when unrealistic materiality levels are demanded.
Professional judgment versus rules of thumb (by far the biggest issue, at
least in terms of volume of paper)
7. The user problem
8. Informing the user
9. Aggregation of individual materiality judgments

Section D—Concluding Comments
Appendices
1. List of Short-Form References used in the Paper
2. Apparent Status of Materiality Question with Authoritative Professional
Bodies
3. Definitions of Materiality. Elements of the Definition
4. Bibliography
A number of other issues have not been dealt with in this paper. These
include considerations of soft numbers (client estimates), dividing materiality
among locations, highly leveraged entities, materiality in low-profit or lossmaking entities, the carryover of immaterial unadjusted errors from one period
to the next, materiality for compliance procedures and changing materiality
from one year to the next. I have, however, attempted to identify the main
themes in the debate.

History of the Concept of Materiality in an Auditing Context
It is probably fair to say that materiality has always been a consideration in
presenting accounts and in auditing them. Even in 19th century Great Britain,
when audits were more of an investigative exercise, it would not have been
possible to work without some agreement between an auditor and his client
(but probably not the user) as to what was material and what was not, although
it is probable that the level was set very low at what we would now call a level
of triviality.
The best evidence of concerns in this area was a change in the form of the
auditor's report in the U.K. in 1900 from use of the phrase "true and correct"
to "true and fair." This appears to have taken longer to develop in the United
States. Agitation to drop the term "certify" and the phrase "true and
correct" occurred during the 1930s, as, of course, did the stock-market
collapse and securities legislation. As a result, in 1940 a new form of report was
developed which reads much like the current standard report and, in particular,
the phrase "present fairly . . . in accordance with generally accepted accounting principles" appears. The reference to generally accepted auditing stand3

ards came in 1941 after the McKesson & Robbins scandal and the wording
used today was eventually adopted in 1949. Finally, with respect to events
prior to 1950, it is important to know that generally accepted auditing standards
were promulgated in October 1947, although they were not generally elaborated upon at that time.
The most important events subsequent to 1950 are outlined below.
• In 1954 the AICPA's Committee on Auditing Procedure issued a booklet
entitled Generally Accepted Auditing Standards, Their Significance and
Scope. Contained in this material (page 25) is the following under the heading
"Materiality":
There should be stronger grounds to sustain the auditor's informed
opinion in respect of those items which are relatively more important
and in respect of those in which the possibilities of material error are
greater. For example, in an enterprise with relatively few, but large,
accounts receivable, the individual items themselves are more
important, and the possibility of major error is also greater, than in
another enterprise which has a vast number of small accounts
aggregating the same total . . . Similarly, accounts receivable will
receive more attention than prepaid insurance. However put in
words, the principle of materiality is inherent in the work of the
auditor.
This paragraph was included in the 1963 codification of Statements on
Auditing Procedure (No. 33) published by the AICPA and is now with minor
amendment part of the AICPA's auditing standards, Section 150, "Generally Accepted Auditing Standards" (paragraph .04). However unsophisticated this wording might seem in the light of all the subsequent research, it
is interesting to note that materiality was raised as an auditing issue at the
very inception of a codification of generally accepted auditing standards.
• Apart from various worthwhile research papers and articles and the
publication of a number of very specific materiality guidelines to cover
particular situations by the SEC and by the AICPA, the next major event
was the publication in 1965 by the CICA of what is known as an "Audit
Technique Study" with the title Materiality in Auditing (referred to
hereafter as the CICA Technique Study). While not an official auditing
standard, such a study does have a reasonably high degree of authority.*
Not only did this study address the entire issue of materiality from the
auditor's point of view, but it provided specific materiality guidelines and
rules of thumb based on varying percentages of gross profit. This study
sparked interest in the United States and resulted in an article by Douglas R.
Carmichael in the Journal of Accountancy in December 1969, which suggested that the study be considered by the U.S. profession.
• Then, in 1968, Accounting Statement V-10 was issued by the Institute of
Chartered Accountants in England and Wales entitled "The Interpretation of
'Material' in Relation to Accounts" (Statement V-10). This accounting
* The relevant wording is, in part, "This study is part of a series prepared by the Study Group on
Audit Techniques and published under the general authority of the Committee on Accounting and
Auditing Research . . . (It) expresses the views of the Study Group and does not reflect the
approval or endorsement of the Institute nor of the Committee."
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pronouncement was highly significant because, while it emphasized professional judgment, it outlined the factors to be taken into account and
suggested particular percentage guidelines:
In some circumstances a difference of about 10% might be acceptable
but in other circumstances a difference as low as 3% might be too
much. While percentage comparisons can, properly used, constitute
useful broad guides, it must be kept in mind that they are no more
than rough rules of thumb, and should not be applied indiscriminately
without regard to particular circumstances.
• At about the same time the Bar Chris case was decided in the United
States. In this case the judge made matters rather difficult for accountants by
specifically outlining two situations in detail and concluding in one that the
misstatement in question was not material and in the other that it was. This
did not really solve any problems because this case, like most other legal
cases, simply decides materiality on the basis of particular facts in a
particular case. Nevertheless it did focus the attention of auditors on the
issue of materiality.
1

• In 1972, AICPA SAS 2, "Reports on Audited Financial Statements" was
published and paragraph 16 provided some very general guidance to the
auditor in how to decide what was, or what was not, material at the
evaluation stage of the audit, when he was about to express his opinion.
• In 1974 the Accountants International Study Group (AISG—consisting of
representatives of the U.S., U.K. and Canadian professions) published a
study entitled Materiality in Accounting which described practices in the
three countries concerned. In addition to noting that materiality is essentially
a matter of professional judgment (this is a mandatory statement for anyone
to make dealing with the subject) this group suggested that:
'Quantitative guidelines within broad parameters are usually used in
practice and we believe they could be developed by the authoritative
bodies in the three nations' (paragraph 30).
In the same year, a Statement of Accounting Standards on "Materiality in
Financial Statements" was issued jointly by the two authoritative accounting
bodies in Australia. A similar standard was issued in New Zealand in 1977.
These statements provided guidance on determining materiality and specific
rules of thumb in more detail and with more encouragement than the earlier
British pronouncement (Statement V-10).
• We now come to 1975 and things were really warming up. The AICPA
issued SAS No. 5 "The Meaning of 'Present Fairly in Conformity with
Generally Accepted Accounting Principles' in the Independent Auditor's
Report" which suggested that auditors should use their judgment as to
whether:
. . . the financial statements reflect the underlying assets and
transactions in a manner that presents the financial position . . .
stated within a range of acceptable limits, that is, limits that are
reasonable and practicable to attain infinancialstatements.(emphasis
added)
However, by far the most important event in 1975, and arguably the most
important event to date in the whole question of materiality from an
5

accounting (and therefore also from an auditing) point of view, was the
publication in March of the Financial Accounting Standards Board Discussion
Memorandum, "An Analysis of Issues Related to Criteria for Determining
Materiality." Henceforth, in this paper this will be referred to as
" F A S B . D M , " followed by a page reference. This synthesized an enormous
amount of the preceding work on materiality, including all of the items
previously mentioned* and many papers prepared on the subject by
practitioners and academics. It was, and is, a mammoth work. The
discussion memorandum generated much comment and public hearings were
held. To skip just a little in the chronology at this point, it should be noted
that, during the 1970s the FASB was unable to come to grips with the
concept of materiality, which ended up forming part of one of the conceptual
framework projects, Statement of Financial Accounting Concepts No. 2
(SFAC No. 2), "Qualitative Characteristics of Accounting Information,"
published in 1980. It is interesting to note that the 246 pages in the
discussion memorandum (including bibliographies, etc.) was boiled down to
an exposure draft with 18 paragraphs and to only 10 paragraphs in the final
pronouncement.
2

• In 1976, the U.S. Supreme Court provided a judicial definition of materiality, the key elements of which are noted in Appendix 3.
• In 1980, the year that SFAC No. 2 was issued as described above, two
research studies were published by the CICA. One, entitled "Financial
Reporting For Non-Profit Organizations" recommended specific rules of
thumb materiality guidelines for auditors of non-profit organizations, and the
second study, "Extent of Audit Testing," while it does not set specific
guidelines, assumes that a materiality level has been decided upon and
quantified and concludes that the materiality level used by the auditor at the
planning stage must be the same as that used by the preparers of financial
statements.
• The early 1980s saw considerable efforts on the part of the AICPA Auditing
Standards Executive Committee (AudSEC) to deal with the question of
materiality as part of a project entitled "Materiality and Audit Risk." The
urgency for this became greater after June 1981 with the publication of SAS
39, "Audit Sampling," which required the auditor to come to a decision on
what was material when devising a sample.
• Eventually, in September 1983, the AICPA published SAS 47, which deals
squarely with the issue of materiality, although at the conceptual level. SAS
47 does not provide any rule of thumb guidelines, nor does it even require
the auditor to express his preliminary consideration of materiality in
quantified terms. SAS 47 also recognizes that certain qualitative aspects of
materiality decisions at the evaluation stage of the audit, might not be able to
be taken account of at the planning stage (this matter is discussed later in
this paper).
• Although SAS 47 contained no rule of thumb guidelines, the subject had been
considered by the committee during the process of developing the pronouncements. At present a Research Monograph is in the course of
preparation that will publish the information accumulated by the Task Force
formed to develop the material for SAS 47.
3

* For example, relevant portions describing the quantitative guidelines in the Canadian CICA
Technique Study, the British Statement V-10 and the Australian Statement are quoted in full.
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• The next event of significance, in my view, will be the probable publication
during 1984 of a research study by the CICA entitled Materiality—The
Concept and its Application to Auditing (referred to hereafter as The Leslie
Study). This study is authored by Donald A. Leslie, FCA, who has written
several papers on this subject and who is heavily involved in the subject of
statistical sampling. He was also a member of the SAS 47 Task Force
referred to above and of the Study Group which produced the CICA
Research Study Extent of Audit Testing. I have reviewed a draft version of
this research study and with the kind permission of the author have quoted
extracts (which may, of course, change). This study as presently drafted
deals with all the issues raised in this paper and a host of others as well. It
will be by far the most comprehensive study to date and is prepared from the
auditor's point of view.
While the above history takes into account only important authoritative
pronouncements, it should be remembered that throughout the period at least
from the 1950s, a considerable amount of empirical research was being carried
out, a number of legal decisions were made, and a few specific guidelines were
set out for specific situations by the SEC and by the AICPA. Much of this is
captured in the bibliography attached to the FASB Discussion Memorandum,
and the specific guidelines are described in pages 25 to 33 and 38 to 43. There
is also a more up-to-date list of relevant legal decisions in paragraphs 163 to
165 of SFAC No. 2 and of specific accounting and SEC rules in paragraph 166,
including Table 1.

Where Are We Now?
Before proceeding further, it would be well to summarize where the professions, at least in the Anglo-Saxon world, are in April 1984 on the question of
materiality in terms of setting standards.

UNITED STATES
Accounting
• SFAC No. 2 "Qualitative Characteristics of Accounting Information" paragraphs 123 to 132 (an authoritative, conceptual pronouncement providing
general criteria for determining materiality but no rules of thumb or detailed
practical guidance).
• A few specific guidelines in quantitative form in pronouncements of the
AICPA's Accounting Principles Board and one by the FASB in respect to
segmented information.

Auditing
• Various references to materiality considerations in SAS's, together with
SAS 47 "Audit-Risk and Materiality in Conducting an Audit" (Authoritative,
conceptual and specific guidance but no rules of thumb and no requirement to
quantify at all).
• An AICPA Research Monograph underway which may illustrate rules of
thumb.
• SAS 39 "Audit Sampling," which provides guidance for the application of
materiality decisions in audit sampling.
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CANADA
Accounting and Auditing
• The CICA Handbook contains only a definition and a statement that the
content of the Handbook applies only to material items.
• The Research Study, Financial Reporting for Non-Profit Organizations
(1980) provides general and quantitative guidelines.

Auditing
• An Audit Technique Study (1965) provides general guidance and rules of
thumb based on gross profit (these latter rules have probably not been
widely used in practice).
• The Research Study, Extent of Audit Testing, provides guidance on the
application of materiality decisions.
• A Research Study is in the final stages that will deal comprehensively with
the materiality issue from the viewpoint of the auditor.

UNITED KINGDOM
Accounting
• Statement V-10, published in 1970, "The Interpretation of 'Material' in
relation to accounts" provides extensive criteria and general guidance,
including a brief reference to rule of thumb percentages.

Auditing
• The Auditing Practices Committee has identified materiality as a topic but
has not commenced a project.
4

AUSTRALIA
Accounting
• The Australian profession (National Council of the Institute of Chartered
Accountants in Australia and General Council of the Australian Society of
Accountants) has published Statement DS7: "Materiality in Financial Accounts," an authoritative statement providing general and detailed guidance,
including rules of thumb.

Auditing
• The Australian auditing profession relies heavily on the International Auditing Guidelines (IAGs) published by the International Auditing Practices
Committee (IAPC) in setting its own auditing guidelines. The IAPC has
commenced a project on "Materiality and Audit Risk" which Australia may
adopt.

NEW ZEALAND
Accounting
• A Statement of Standard Accounting Practice No. 6 was published in 1977 by
the New Zealand Society of Accountants entitled "Materiality in Financial
Statements." It contains general and specific guidance, including rules of
thumb.
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INTERNATIONAL
Accounting (IASC)
• No guidance
Accounting (AISG)
• A study of Materiality in Accounting, published in 1974, recommended
specific guidance with quantitative parameters (i.e., rules of thumb).
Auditing (IAPC)
• Proposed IAG "Materiality and Audit Risk" in process.
A comparative summary of where the various standard-setting bodies stand
is contained in Appendix 2. It is interesting to note that, in the auditing field,
the US profession was first past the post with an authoritative pronouncement,
yet has hesitated to go as far with respect to the quantification and rules of
thumb as other professional bodies have in their accounting pronouncements or
less-than-authoritative material.

Key Issues
1. Definition of Materiality
In the dictionary, the word "material" is generally regarded as being
synonymous with "significant," and that is the end of it. The best short
definition I have found is: "in essence, 'materiality' means this: if it doesn't
really matter, don't bother with it." (Ernest L. Hicks, "Materiality,"
Journal of Accounting Research (Autumn 1964), page 158.) However, these
definitions won't really do as practical guidance. Accordingly, various and
sundry authors, authoritative and semi-authoritative bodies, and lexicographers particularly interested in accounting have tried their hand at a definition.
To be fair, all of these definitions are not necessarily trying to achieve exactly
the same purpose and there are, or course, other definitions that I have not
considered. Nevertheless, for the purposes of this paper, 13 definitions were
examined from the U.S., Canada and the U.K. and the following general
conclusions can be drawn (see Appendix 3 for more detail):
• In 11 of the 13 definitions specific reference is made to the users of the
information and in the other two cases it is implied, although not stated.
• In 9 of the 13 definitions the user is required to be "intelligent,"
"reasonable" or "prudent." In one of the remaining cases (a particular
court case) prudence was not particularly relevant.
• The degree of certainty that the preparer or transmitter of the information
should have that the user will be affected varies, but he would generally
require a relatively high degree of certainty. For example, none of the
definitions seen suggested that it was sufficient that the reader "might" be
affected. The conditions range from "reasonably likely" to "would" or
"should."
There is therefore a high degree of agreement that these three elements
should be included in any definition, and they are indeed the key three elements
in the definition contained in SFAC No. 2, issued by the AICPA in 1980 and at
9

this time the most authoritative U.S. definition. In the draft CICA research
study, Leslie basically picks up the SFAC No. 2 definition and adds the element
of aggregation. (As seen in Appendix 3, his and that of the FASB.DM are the
only definitions to do this.) Leslie suggests that the aggregate of omissions or
mis-statements could cause a reasonable person to mistakenly rely.
In my view, this is the best definition I have seen and accordingly is quoted
as follows from the draft:
Materiality—The magnitude of an omission or mis-statement or the
aggregate thereof that, in the light of surrounding circumstances,
makes it probable that the judgment of a reasonable person relying on
thefinancialstatements would have been changed or influenced by such
omission or mis-statement or the aggregate thereof.
For wider application (e.g., to other than financial statements), this
definition could easily be amended. No doubt different users will require
somewhat different difinitions but, for the purposes of the auditor, I believe
that the above definition is appropriate and properly encompasses the key
elements required.
2. Accounting versus Auditing Materiality
One of the problems (or non-problems) that seems to have continually
plagued researchers and standard-setters in this area is what is held to be a
distinction between accounting and auditing materiality. Perhaps this distinction arose because it was the accountants who set the rules and created
problems for auditors in applying them. However, since accountants have not
in fact set very many detailed rules in this area (at least in the U.S. and
Canada), and the auditors have had quite a hand in preparing the ones that have
been set, this is difficult to understand.
The FASB D M on page 7 states,
The Board's consideration focuses on materiality infinancialaccounting
and reporting. However, the results of this project may be useful in any
consideration of materiality in auditing.
That comment has to be one of the understatements of all time. It is
impossible to imagine how auditors could conceivably not take into consideration any decision that the FASB might have reached. However, as we know,
the FASB did not reach any specific decisions as a result of this project.
The materiality problem does not exist only within the profession. Causey,
in his work on legal liability for public accountants (Duties and Liabilities of
Public Accountants) deals with the question of materiality and quotes a number
of cases. He starts out with the following statement (page 187-1982 edition):
No little confusion has surrounded the use of the word "material'' and
"materiality" in the accounting profession. The reason for this confusion is that authors use the words in various contexts with various
meanings without making careful distinctions for the different uses.
Materiality in the context of applying audit procedures is quite different
from materiality in the context offinancialreporting.
Nor do professional accountants from several countries when they get
together necessarily fail to fall into the same trap—
10

This study deals with materiality as it relates to accounting matters . . .
and sets forth some criteria used in making materiality decisions. It
does not consider the concept of materiality in relation to its effect on
auditing procedures that would normally be employed as the basis of an
auditor's opinion on the financial statements. (AISG Study, Materiality
in Accounting, 1974).
However, on the other hand, some authorities and researchers, while
recognizing that materiality is first of all an accounting concept, and that
auditors have to use the accounting concept, believe that the materiality
concept itself is the same in both cases. For example, D.R. Carmichael in
"The Cumulative Aspects of Materiality," (Journal of Accountancy, December
1969), says
The auditor uses materiality in essentially two ways: (1) evaluating the
fairness of presentation and reporting (materiality in accounting) and (2)
in deciding questions involving the development and execution of the
audit program (materiality in auditing). However, materiality in auditing
is dependent upon materiality in accounting. An item would be material
for auditing purposes if failure to detect mis-statement or misrepresentation of the item would influence decisions based upon the factual
statements.
The CICA Research Study on non-profit organizations (1980) starts out
with a distinction:
The Study Group believes that accounting materiality is one of the most
important governing factors in determining what should be disclosed in
any financial statement . . . Materiality in auditing is discussed in
chapter 14.
but goes on to say in chapter 14 (page 107):
If accounting materiality is set at a certain level, the auditor must
execute sufficient tests to obtain a reasonable degree of assurance that
if there are aggregate errors of that magnitude, they will be disclosed
during the course of the audit.
(This particular statement on the objective of auditing procedures will be
referred to again later.)
In the end, it seems that researchers and standard-setters acknowledge
that, while accountants set the materiality level, auditors have to use it. Some
researchers and authors go on to point out that the auditor uses the materiality
level at two stages, first devising the extent of procedures necessary to detect
material errors if they exist and then at the evaluation stage of the audit to
assess whether errors found are material. Most researchers to date have
suggested that the same materiality number is applicable both at the planning
and evaluation stages. However, this leads us right into the next issue in this
paper: materiality and the audit model.
In conclusion, therefore, there is widespread agreement that materiality
from the auditor's point of view at the final evaluation stage of the audit is the
same as it is from the point of view of the preparers of thefinancialstatements
(so-called "accounting materiality"). However, SAS 47 has stated that the
auditor for cost/benefit reasons may not in fact plan his procedures to detect
some errors that would be qualitatively material. If this view prevails (as it is
11

almost bound to do in the U.S.) we are again back to two materialities:
"planning materiality" and "evaluation materiality." Future developments will
clarify this situation or further confuse it.
3. Materiality and the Audit Model
The objective of an audit is properly stated, in my view, in International
Auditing Guideline 1, "Objective and Scope of the Audit of Financial Statements."
The objective of an audit of financial statements, prepared within a
framework of recognized accounting principles, is to enable an auditor
to express an opinion on suchfinancialstatements. (IAG 1, paragraph 2)
Paragraph 10 refines this objective further by stating
In forming his opinion on the financial statements, the auditor carries
out procedures designed to obtain reasonable assurance that the
financial statements are properly stated in all material respects.
The CICA Handbook, in Section 5000.04, "Audit of Financial Statements—
An Introduction'' states
In performing his examination, the auditor seeks reasonable assurance
that the financial statements taken as a whole are not materially misstated.
These objectives are similar to objectives contained in the audit evidence
standards (e.g., the third field work standard in the United States and the third
examination standard in Canada).
The principle to be noted here is that there is assumed to be a direct link
between material errors in the financial statements, if they exist, and the
auditor's procedures. Although the concepts of reasonable assurance and cost
effectiveness are mentioned by writers in this area, the fact remains that it
appears under this model to be inconceivable that an auditor could deliberately
not devise procedures which might leave open a substantial risk that material
errors would occur in thefinancialstatements. This is an issue which underlies
the literature up to the issuance of SAS 47, although it was generally not
highlighted.
SAS 47 has changed all that by specifically inserting the word "quantitatively" into the definition in paragraph 13 and following it with a statement
that there are some kinds of things that an auditor would consider material if he
found them, but he will not go looking for them. Paragraph 13 states:
The auditor generally plans the audit primarily to detect errors that he
believes could be large enough, individually or in the aggregate, to be
quantitatively material to thefinancialstatements. Although the auditor
should be alert for errors that could be qualitatively material, it is
ordinarily impractical to design procedures to detect them. SAS No. 31,
"Evidential Matter," states that "an auditor typically works within
economic limits; his opinion, to be economically useful, must be framed
within a reasonable length of time and at a reasonable cost.'' (emphasis
added)
What this change means is that the auditor is now, in effect, in the position of
giving an opinion on the financial statements but in fact only expressing
negative assurance on some aspects thereof. This issue needs to be specifically
12

addressed and further justified. Perhaps it is not the first time that such
negative assurance is implied in the auditor's report. Certainly, an argument
might be made that it has already been done in SAS 16, "The Independent
Auditor's Responsibility for the Detection of Errors or Irregularities" and SAS
17 "Illegal Acts by Clients."* Indeed, in the Berliner 1983 Article, the author,
who was Chairman of the Materiality and Audit Risk Task Force which led to
SAS 47, says that it is not the intent of the (SAS 47) exposure draft (as it then
was) to:
. . . establish a higher standard of responsibility for the detection of
errors or responsibilities than is recognized in SAS 16 . . . (p. 14).
Berliner discusses this issue at some length under the heading "The
Preliminary Estimate." Yet he acknowledges that "He who does not seek is
unlikely to find"—which is indeed the fundamental issue.
I believe that, based on this article and the other material I have reviewed,
this issue has yet to be developed. The only justification for acknowledging that
planning and evaluation materiality may be different would appear to be the
"cost/benefit" one. If this is the case, clarification and justification is going to
be required as to the situations in which the "qualitatively material option"
may be taken by the auditor at the planning stage.
4. Quantitative versus Qualitative Materiality
The literature of the 1960s through the 1980s makes reference to a
distinction between qualitative and quantitative materiality considerations,
although they are not necessarily called such. The FASB DM, page 56, quotes
from SAS 1 a passage which originated with the 1954 special report on auditing
procedures, "GAAS—Their Significance and Scope," as follows:
These (material) matters relate to the form, arrangement, and content
of the financial statements with their appended notes; the terminology
used; the amount of detail given; the classification of items in the
statements; the basis of amounts set forth, for example, with respect to
such assets as inventories . . . and the existence of affiliated or
controlling interests . . .
Some of these concepts are clearly not directly quantifiable.
The CICA Research Study on non-profit organizations comments (page 108):
The qualitative aspects of materiality refer to judgment by the auditor
on:
• important non-financial information that should be reported, but is not
disclosed adequately;
• quantified amounts and other pertinent information the auditor
identified as irregularities but which are below the quantitative
materiality threshhold.
* In my experience a similar situation has arisen in practice in Canada where auditors have tacitly
recognized (as has the CICA in a non-authoritative Auditing Guideline, "Related Party
Transactions and Economic Dependence" contained in the CICA Handbook) that, apart from
enquiring of management, there are no effective techniques for identifying all related parties as
determined under Canadian GAAP (CICA Handbook Section 3840, "Related Party Transactions—Disclosure Considerations"). Auditors, in remaining alert for such disclosure, in effect
provide a form of negative assurance that disclosures are complete.

13

On the other hand SFAC No. 2, in paragraph 123, states "Materiality
judgments are primarily quantitative in nature." Perhaps all materiality
considerations are ultimately quantifiable, presumably because anything that
does not eventually affect future cash flows cannot be material, provided that
we assume that users have onlyfinancialgoals (or, if they have social goals,
that the auditor need not worry about them). Paragraph 7 of SAS 47 also
appears to be thinking along those lines when it says,
. . . errors of relatively small amounts detected by the auditor could
have a material effect on the financial statements. For example, an
illegal payment of an otherwise immaterial amount could be material if
there is a reasonable possibility that it could lead to a material
contingent liability or a material loss of revenue.
This, too, seems to be suggesting that all qualitative considerations are
ultimately quantifiable and would be consistent with the view of the CICA group
(second bullet).
However, SAS 47, as noted above, does, in paragraph 13, make a clear
distinction between quantitatively and qualitatively material items, a distinction
that is very important in terms of the auditor's responsibilities.
In conclusion, the end result at the authoritative level in the United States
seems to be on the one hand that everything is quantifiable, and on the other,
that qualitative considerations are important. Perhaps it is not necessary to
make the distinction in these terms for a satisfactory resolution to be achieved.
As long as materiality decisions are related ultimately to future cash flows, they
are ultimately quantifiable. Nevertheless, for the auditor in a particular
circumstance, something that is quantitatively small may have characteristics
that lead him to be concerned because such characteristics may be material to
the user. That is the important point, rather than a question of semantics.
5. Practical Considerations When Unrealistic Materiality Levels Are
Demanded
"It has been long an axiom of mine that the little things are infinitely the
most important.'' (Sherlock Holmes in A Case of Identity, Sir Arthur
Conan Doyle.)
One of the problems that has bedevilled auditors throughout the entire
discussion of materiality is that those with great concern for users of financial
statements have from time to time suggested certain criteria that would set a
very precise level of materiality because of specific situations. For example,
under the heading "investors' view of materiality'' at the top of page 126 in the
FASB DM we find:
. . . some have stated that any item, transaction, or situation which has
or could have an effect on the year-to-year increase or decrease in an
enterprise's earnings of 5% or more should be disclosed on the basis
that it is material, even though it might affect total income by 1% or
less.
Statement V-10, under the heading "Disproportionate Significance"
states:
An item of small amount may nevertheless be of material significance in
the context of a company's particular circumstances . . .
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The recently issued (December 30, 1983) exposure draft of the FASB,
"Proposed Statement of Financial Accounting Concepts: Recognition and
Measurement in Financial Statements of Business Enterprises" states, in
paragraph 20, that
The individual items, sub-totals, or other parts of a financial statement
may be more useful than the aggregate to those who make investment,
credit and similar decisions.
An auditor cannot always live up to such expectations, particularly at the
planning stage of an audit because it may not be possible to devise procedures
at reasonable cost to detect such errors. Even if such considerations were to
fall under SAS 47's definition of qualitative characteristics, an auditor may be
unable to deal with such tiny items at the evaluation stage because it may be
impossible to prepare financial statements to that degree of precision. Such
rules, particularly when they relate to special situations and changes in trends,
would require materiality levels to jump around from year to year, a situation
that would be highly unproductive from the point of view of users as well as
preparers and auditors. Examples of unrealistic criteria that pervade the
literature include:
• criteria relating to swings or changes in trends of earnings; and
• small amounts which would push a working capital or similar ratio into
a "breach" situation with respect to trustee or regulatory requirements.
While advance knowledge of such considerations can indeed affect the
scope of the auditor's work and necessitate more alertness for certain matters
or a concentration of audit effort differently than otherwise would be the case,
nevertheless it will still be unrealistic for an auditor to devise procedures and,
in some instances, evaluate the results, in terms of such precise materiality.
How, for example, can a company and its auditor cope with the situation where
users are worried about a 0.5% net income decrease because it would change a
trend when, for example, the maximum precision that could be attained in
computing the warranty provision is 1% to 2% of net income?
Auditors and preparers of financial statements should take some comfort
from SFAC No. 2 which (paragraphs 81 to 89) establishes "verifiability"* as a
qualitative characteristic, that is a sub-category of "reliability." The degree of
comfort will depend on the way that characteristic is applied in practice.
Verifiability should at least rule out the most unrealistic of user expectations. In the same vein, in paragraph 130, SFAC No. 2 states that the degree of
precision that is attainable in estimating a judgment item is a factor in
materiality judgment.
My conclusion is, therefore, that it is impossible to meet users' expectations in all circumstances and, if it is impossible, presumably someone should
be informing the user of that fact. User issues are discussed in issues 7 and 8
below.
* Previous studies, papers and texts had also identified verifiability as an important concept.
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6. Professional Judgment versus Rules of Thumb
Of all the issues that have been discussed with respect to materiality, in
both an accounting and an auditing context, by far the most visible is the
question of whether professional bodies should, or should not, provide detailed
guidance in quantitative terms concerning materiality decisions. Such guidance
is sometimes referred to as a "rule of thumb," which I will refer to in this
section as " R O T " (some would say a highly appropriate acronym!). Such
guidance is frequently regarded by commentators as a restriction on professional judgment and therefore, by some, a bad thing automatically. Of the three
basic and six implementation issues identified in the FASB DM, one (and part
of another) basic issue and at least four implementation issues relate to this
question.
First of all, it should be noted that no professional body, practicing firm or
commentator on this issue has suggested that a ROT can do the whole job;
merely that it could be used as a point of departure. All state that there will be
circumstances in which the ROT will need to be overriden and many provide
examples:
• the CICA Technique Study, after setting up a table of quantitative
guidelines (these are illustrated on page 34 of the FASB DM) lists
seven conditions under the heading "Circumstances Causing Deviation from the Normal Guidelines."
• The AISG Study states (paragraph 30) "The quantitative guidelines
set forth in the preceding paragraph, combined with a further
provision for much lower quantitative limits in respect of certain
transactions such as those with directors and officers would . . .
represent a reasonable (approach)..." Paragraph 30 also notes that
"An amount is not material solely by its size" and sets out nine
conditions to be considered in addition to size.
Accordingly, the fact that ROTs cannot do the whole job is not in
contention. There is an argument as to whether they represent an adequate
starting point and, in the words of Australian statement DS7, will "help to
reduce the possibility of widely divergent judgments when decisions on
materiality are made" (pagagraph 2).
There is no room in this paper to repeat the arguments pro and con ROTs.
All have been made many times by different people and bodies and in varying
degrees.
The Berliner 1983 Article captures the arguments in explaining the views of
the author's Task Force:
Citing research studies that show the application by practitioners of a
wide variety of views in making materiality judgments, they (some
members) agreed that rule-of-thumb guidelines were needed. Other
members believed that a decision whether a certain item is material is a
matter of judgment for which rule-of-thumb should not be substituted.
They argued that materiality judgments are necessarily complex and
involve too many subjective factors to be reduced to simplistic guidelines that are not likely to be appropriate in all situations" (pp. 11 & 12).
The question of restriction in professional judgment has brought strong
reaction from commentators as, for example, an early comment of Bernstein in
"The Concept of Materiality," The Accounting Review (1967) page 90: "An
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undefined and all-embracing process described as 'judgment' does not inspire
the confidence of thinking men." An even stronger criticism of delays in
adopting "decision aids" in the auditing process to reduce professional
judgment comes from Robert K. Elliott of Peat, Marwick, Mitchell & Co., New
York, and this view is, in my opinion, so important and so rarely expressed that
it is reproduced below at some length:
. . . the inevitable presence of judgment in the audit process does not in
any way indicate that it is to be celebrated or to be defended as the most
valuable element in the audit. That position is inconsistent with the
recent history of the profession.
Consider the following passage from IFAC's International Auditing
Guideline 1.
"Judgment permeates the auditor's work; for example, in deciding the
extent of audit procedures and in assessing the reasonableness of the
judgments and estimates made by management in preparing the
financial statements. Furthermore, much of the evidence available to
auditors is persuasive rather than conclusive in nature. Because of the
above factors, absolute certainty in auditing is rarely obtainable." (par.
09)
I believe this is an accurate passage. It cites the pervasiveness of
judgment, but it does not celebrate its use. It suggests that the
pervasiveness of judgment is a source of uncertainty in auditing. Yet the
value of the audit is, and has been, the credibility it lends to financial
statements. We do not add credibility by adding uncertainty to our
opinions. The credibility derives from the fact that users of auditors'
opinions believe there is a common body of procedures, based on
professional knowledge, that leads different auditors to similar decisions
when presented with the same audit problem. An audit opinion can
never provide absolute certainty about the fairness of the financial
statements, but it is designed to reduce that uncertainty. It seems
reasonable to conclude that if decision aids and models can reduce
uncertainty in the audit process, it is sensible to develop them even if they
reduce auditor judgment." (Robert K. Elliott, "The Research Path to
Audit Efficiency," Technical Papers, World Accounting Congress,
Mexico City (October 1982) (emphasis added).)
The opposite view, reflecting the advantages of unfettered professional
judgment is strongly expressed by Carman Blough in a response to an enquiry
addressed to the AICPA's Technical Service Department in 1950. It reflects
and elaborates upon the views of the AICPA's Committee on Accounting
Procedure, stating that materiality is "an elusive matter" and that general
criteria are "not feasible." He goes on to elaborate on several specific
instances where "judgment" would have to be used.*
This is still the view of the profession. SFAC No. 2, in paragraph 131
states:
Some hold the view that the Board should promulgate a set of
quantitative materiality guides or criteria covering a wide variety of
situations that preparers could look to for authoritative support. That
appears to be a minority view, however, on the basis of representations
* Blough's comments are quoted in part in prevously mentioned articles by Hicks and Bernstein.
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made to the Board in response to the discussion memorandum . . . .
The predominant view is that materiality judgments can properly be
made only by those who have all the facts.
Nevertheless, this paragraph goes on to say that the Board might in the
future review its conclusion not to provide quantitative guidance if circumstances require it.
In terms of uniformity of practice, a recent comparison of auditing
methodologies of large U.S. accounting firms in reviewing compliance with
AICPA Au. Section 311.03 ("Planning and Supervision—preliminary determination of materiality") concludes,
5

Of all the steps in the GAAS model, there is the greatest degree of nonconformity with this requirement.
Nevertheless, the FASB DM, on page 68, had concluded:
. . . some preparers and auditors believe that, absent unusual circumstances, an item generally should be considered material if it affects net
income by 10 percent or more and not material if it affects net income
by 5 percent or less. They believe that the materiality of matters whose
effect on net income falls between 5 and 10 percent should be
determined through a careful analysis of the nature of the matter and
the surrounding circumstances.
A study by Woolsey, reported in the September 1973 Journal of Accountancy, surveyed CPA's (national, local and regional), controllers, financial
analysts and academics. As a result he concluded that a range of 4.5% to 5.5%
of normal pre-tax income was appropriate (subject to amendment in particular
cases). This study is interesting because it is one of the few that deal with a
typical auditing situation (the auditor had uncovered an error which the client
did not wish to adjust).
My own, limited, research bears this out from the point of view of auditors.
For the purposes of this paper, I conducted a telephone survey of 16 large
public accounting firms in Canada (including all the "big nine"). My survey
revealed that 11 of the 16 provide quantitative guidelines to their auditing
professional staff for determining what is material and that all 11 of them use as
the primary or as one among several presumptive guidelines 5% to 10% of
normal pre-tax net income for most profit-oriented clients. Two more firms
have guidance material in process.
What, then, can we conclude from all that has happened to date with
respect to ROT's or detailed guidelines? I think at least the following:
• Many (perhaps most) accounting firms and practitioners use ROTs
and find them helpful.
• Common sense would suggest that in the absence of ROTs materiality decisions will vary in like circumstances much more than if
there are such guidelines.
• Professional judgment, even with ROTs, still has a major role to play
(everybody agrees on that, although one or two regret it).
• With the exception of the US profession (FASB and AICPA), study
groups and standard-setting bodies in several important AngloSaxon-dominated professions have recommended and/or adopted
ROTs in some form.
• In spite of strong arguments from some practitioners and academics,
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the FASB and AICPA have resisted ROTs but have provided
guidance at a more conceptual or general level. The results of a
survey conducted during the preparation of SAS 47, including
material on ROTs, are expected to be published as a Research
Monograph.
• When ROTs have been developed, they have generally tended to
coalesce around 5% to 10% of normal pre-tax income (The 5-10%
Rule)* as a starting point, with a suggestion, in some cases, for
alternatives. Two Canadian studies (the 1965 Audit Technique Study
which used varying percentages of gross profit as a base and the 1980
non-profit Research Study which recommended a ROT of 1/2% of
normal revenue) were, in fact, quite consistent with the above even
though not expressed in terms of normal net income.
• Specific guidelines set in specific cases for specific legal or regulatory
purpose, or by the AICPA are, with a few exceptions, not greatly
inconsistent with a 5%-10% Rule.
• Researchers and article writers, with a few exceptions** (e.g.,
Hicks goes up to 20% ), based on this author's reading, would not
strongly disagree with the 5-10% Rule as a starting point, unless, of
course, they are opposed to any ROT at all.
With all this, then, one has to wonder why at least the "5-10% Rule"
guideline has not been authoritatively adopted with all its warts and recognizing
that it only does part (a quarter? a half? most?) of the job of improving
consistency among auditors. It may also present some potentially useful
opportunity for better user understanding. In my view, unless persuasive
evidence can be presented that serious harm would result to preparers,
auditors and users, this should be done. Finally, to assist the process, we
ought to decide that ROT is rot and replace the term "rules of thumb'' or even
"quantitative guidelines" with "decision aids" (Elliott's term) which has the
sound of assisting the professional judgment process rather than being
antithetical to it or "substituted" for it, as some members of Berliner's Task
Force would say.
6

7. The User Problem
As noted previously, all definitions of materiality are importantly related to
user requirements, usually the requirements of a reasonable investor, prudent
investor or intelligent reader. Just who this reasonable investor is may not be
entirely clear. It is important that we know this because, as the FASB DM says
in its Foreword (page 3),
There is a general belief that preparers, auditors, and users of financial
statements have dissimilar views of materiality.
Dissimilar views are an aspect of the conclusions of the Cohen Commission
Report in the United States issued in 1978 and a report issued in Canada (also
* A frequently used, more precise, guideline would suggest that matters affecting (in aggregate)
normal pre-tax income by less than 5% are presumed immaterial and, by more than 10%,
material. Between 5% and 10%, judgment is used. Frequently, the size of the entity is an
important factor within this range.
** Leslie, for example, in his forthcoming CICA Research Study, devotes some space to the
hypothesis "Net Income is Not a Problem-Free base."
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in 1978) with approximately the same objectives, The Adams Report. Both
reports identified as a major concern what "seems to be a gap between what
the public expects and what auditors are doing" (Adams Committee Report, B3)
and "evidence abounds that communication between the auditor and users of
his work—especially through the auditor's standard report—is unsatisfactory." (Cohen Commission Report, p. xxiv). A number of solutions are
suggested in both reports, being a mixture of steps that the profession should
take in the technical area and, most importantly, making efforts to explain to
users what assurance an audit can, and cannot, provide. Presumably, an
explanation concerning unrealistic materiality considerations, explained above,
would be one part of this education process.
Before educating, we have to know who to educate. In his 1964 article on
materiality, Hicks (p. 159) attempts to identify the average prudent investor
or reasonable person that the auditor should be concerned about. It is
interesting to note that he classifies users into three broad types; those who
are truly ignorant and uncaring at one end, and sophisticated securities
analysts, bank trust officers and managers of investment portfolios at the
other. He, however, excludes both these groups, the former for obvious
reasons and the latter because it has additional information at its disposal and
uses highly specialized "professional analytical techniques" for its purposes.
Hicks plumps for a middle group consisting of "knowledgeable individuals with
(at least) a rudimentary understanding offinancialstatements; they are willing
to and able to weigh financial information carefully." He equates this group
with the average prudent investor.
This is interesting because some of the literature, including material in
Chapter 5 of FASB DM (starting on page 89) clearly includes financial analysts
and advisors, stock exchanges, etc. within the concept of users that the auditor
worries about, and perhaps it is unrealistic to exclude them. Nevertheless,
Hicks' view received some support from the Trueblood Study Group in its
report "Objectives of Financial Statements."
Page 62 of this report is quoted in the FASB DM:
"An objective offinancialstatements is to serve primarily those users
who have limited authority, ability, or resources to obtain information and
who rely onfinancialstatements as their principal source of information
about an enterprise's economic activities." (emphasis added)
The report goes on to say that "the user envisioned by this objective has
been called a 'user without clout'."
Some commentators have expressed skepticism about the whole concept
of aiming guidelines at users. For example, O'Connor and Collins in a
December 1974 Journal of Accountancy article included as Appendix D to the
FASB DM say on page 178:
In theory, most agree that materiality guidelines ought to be aimed at
providing the "average prudent investor" with information necessary
to make an informed investment decision. The question remains,
however, whether that objective is attainable without knowledge of the
characteristics of the average investor or the decision model that he
uses.
I might add that the objective may not be attainable even with such
knowledge!
6
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Finally, the Financial Executives Institutes in both Canada and the United
States have cooperated with their respective accounting professions to try to
solve the communication problem through the inclusion in the annual report of a
"management report" to explain the relative roles of the auditor and client,
and a number of examples of such reports are quoted in those studies. In 1979
the AICPA published a report entitled Conclusions and Recommendations of the
Special Advisory Committee on Reports by Management.
While these various studies do suggest that management explain the role of
judgments and estimates, and the consequent lack of precision in financial
statements, they do not specifically raise the question of materiality and the
examples presented do not include specific mention of materiality.
Another reaction to the Cohen Commission and Adams Reports was an
increased emphasis on audit committees, and a CICA research study on audit
committees was published in 1981. This, too, did not suggest that auditors
discuss materiality levels with an audit committee, although I am aware that
this is sometimes done.
Those professions which have adopted specific quantitative guidelines have
made a decision on what they are going to do and have done it. The users can
read the standard and, presumably, if they do not like it, exert pressure and get
it changed. Leslie has previously expressed the view, repeated in the
forthcoming CICA study, that perhaps a better way of achieving this is to
disclose the materiality level right in each auditor's report. Either method is a
help. What is unsatisfactory, is evidence that users have expectations that
auditors, and in some cases preparers of financial statements, cannot meet.
In conclusion then, despite all the research done and despite a general
acknowledgement that the user is a vital element—perhaps the most vital
element—in the materiality discussion, there does not appear to be much
meeting of the minds between the two groups.* Perhaps this is impossible.
The user may be king, but that does not mean that he is God.
8. Informing the User
Much of the commentary on the question of whether or not accounting and
auditing standards should contain a quantification of materiality has centered on
the need for users to know the materiality levels used. Of course, to the extent
that any standard guidelines are deviated from in a particular case (which is
likely to happen frequently because of the still broad scope for the exercise of
professional judgment), users would still not know what materiality level had
actually been used. Nevertheless, they would at least know the starting point
for materiality decisions by preparers and by auditors. If they were aware of
the professional pronouncement, they would know that, if their expectation for
precision was in a range significantly less than 5% of net income, such
expectation would likely be unrealistic.
The Trueblood Report, starting on page 39, suggests that users might be
better informed if preparers communicated in ranges.
* The draft Leslie Study recommends that auditors and a representative group of users get
together to thrash out the question of materiality so that a solution that can be effectively audited
can be arrived at.
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Many economic decision makers would prefer simple, not complex,
answers, but simple answers may not serve them as well as complex
ones. Single numbers supplemented by ranges and investments
grouped by relative risk may be more complex, but they may also
communicate more accurately the imprecision involved in making
judgments.
This is one way of providing (indirectly) some disclosure to the user of the
materiality levels used in the preparation of the financial statements.
A similar view was expressed by Edward Stamp in an endowed lecture in
1979 to The Australian Society of Accountants (the University of Sydney,
Accounting Research Centre) entitled "Accounting and Auditing Standards; an
International Point of View." Stamp had proposed that margins of error should
be disclosed in financial statements and observed that this proposal was
unpopular in professional circles and had always been rewarded with peals of
incredulous laughter.
Nevertheless I am quite serious in my suggestion, and one has only to
look at practices in an associated profession (engineering), or indeed
throughout the whole realm of experimental science, to realize that
intelligent people are not deceived by uncertainty masquerading as
precision, and are only prepared to regard measurements useful if the
measurement error is disclosed.
Perhaps then, the Trueblood Committee and Edward Stamp would agree
with the proposals of Don Leslie that consideration be given to disclosing in an
auditor's report the materiality level used. Leslie made such proposals in 1977
at a symposium on auditing research at the University of Illinois at Urbana
Champaign in a paper entitled "Materiality in Auditing (Some of the Issues)"
and referred to it again in 1979 in Dollar-Unit Sampling, A Practical Guide for
Auditors, co-authored with Teitlebaum and Anderson (Toronto: Copp, Clark,
Pittman, 1979), page 6 and finally in the draft CICA research study. In this
draft study Leslie presents detailed arguments and examples of the manner in
which materiality could be disclosed in the auditor's report, in notes to the
financial statements or, possibly, in a "management report." In my experience, the only instances of reporting specific materiality levels by auditors have
been, in rare cases, in the audit engagement letter for a normal audit and,
somewhat more frequently, in engagement letters and reports in special
purpose engagements (the only examples of reporting to third party users)
such as "purchase investigations." In oral and written presentations to audit
committees, materiality levels are sometimes noted and discussed.
Certainly some form of communication to users is necessary, especially if
we decide that many of their expectations are unrealistic. Other forms of
communication include education and some efforts have been made in this
regard (e.g. both the AICPA and CICA have published laypersons' guides as to
what an auditor's report means) . All these suggestions and proposals will have
to be considered in reaching the final solution, if there is one. It is, in my view,
far from resolution at this point and is a very important issue.*
7

* What is not needed, though, at this time, is more studies of what users say they need.
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9. Aggregation of Individual Materiality Judgments
Through the 1960s and 1970s, another issue that surfaced from time to
time was the question of whether materiality decisions could be made on an
individual item-by-item basis, or whether such decisions should be aggregated
into one overall decision. Professional pronouncements appear to have resolved this question in favour of aggregation:
• In the United Kingdom (1968) in Statement V-10, paragraph 9(e).
• In Canada (CICA Handbook, Section 5400.13), which covers it more
obliquely by saying "the auditor must exercise his professional
judgment as to the appropriateness of the selection and application of
(accounting) principles to the particular circumstances of an enterprise and as to the overall effect on the financial statements of
separate decisions made in their preparation."
• In the USA, the AICPA, in SAS 47, makes it abundantly clear
throughout the document, but particuarly in paragraph 18, when it
states that the auditor should design procedures to detect errors that
" . . . could be material, when aggregated with errors in other balances
or classes, to the financial statements taken as a whole." (emphasis
added)
In fact, one has to wonder why this was ever an issue. AICPA Accounting
Research Bulletin No. 43 stated, as far back as 1953:
. . . freedom to deal expediently with immaterial items should not
extend to a group of items whose cumulative effect in any one financial
statement may be material and significant (quoted in Hicks, "Materiality: A Useful Audit Tool," Journal of Accountancy(July1962), p.
63).
Other issues concerning aggregation have been raised from time to time (e.g.
the extent to which offsetting errors may be offset). However, in recent years,
at the authoritative level, no one has suggested that errors should not be
aggregated and their combined effect taken account of. Other issues related to
aggregation (particularly techniques as to how it is accomplished) may remain
to be resolved.

Concluding Comments
My remarks have to this point provided a very brief historical overview and
identification and discussion of nine important issues that have been raised in
selected authoritative and non-authoritative material, primarily in the 1960s
through to the early 1980s. The following points stand out:
• The FASB D M presented a comprehensive and well-thought-out
explanation of the issues from the point of view of preparers of
financial statements and their users, and the responses to the
discussion memorandum added further to the knowledge base.
• No material of comprehensive scope, authority, and thoroughness
has yet been published with respect to materiality viewed from the
auditor's point of view. However, I believe that the forthcoming
CICA research study will fill that gap.*
* I should declare at this point that I am not entirely free from the appearance of bias in
this judgment because Leslie, the author of the study, has been my partner in Clarkson
Gordon for approximately 10 years and my present position with the CICA associates
me with the Study itself.
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• The American profession, at the authoritative level, has been more
reluctant than other professions to "go public" with detailed quantitative materiality guidelines. On the other hand, important guidance
in the form of more general criteria is set out on the accounting side
in SFAC No. 2, "Qualitative Characteristics of Accounting Information" and, on the auditing side, in SAS 47. The auditing pronouncement is an exceptionally thorough conceptual statement which is
unparalleled in the world, at least to this writer's knowledge.
• Of the nine auditing issues highlighted in this paper, the ones that I
believe to be farthest from acceptable solution in the United States
and Canada are:
1. Expectations of users: how to meet the ones that can be met,
identify those that can't, and discuss the latter in public so that
users know they are not met.
2. The need for practical quantitative "decision aids" at an authoritative level to reduce variations in practice and thereby
lessen uncertainty and increase utility for users, whether they
are aware of it or not. Attention should be paid to experience
gained with authoritative prounouncements in those countries
which have published decision aids.
3. How, in the light of SAS 47, to preserve the link between
materiality levels used in planning audit procedures and those
used at the reporting stage (A solution to item 1 above should be
of considerable help in this regard).
4. Communication with, and education of, users generally on
materiality issues as part of a program to close the expectation
gap identified by the Cohen Commission and in the Adams
Report.
In Canada, issues 1, 2 and 4 are important and 3 has not yet been
specifically identified as an issue. In addition, Canada (in my own
personal view—I cannot speak for the CICA) needs an equivalent
(not necessarily identical) pronouncement to SAS 47.
In the world as a whole, perhaps the IAPC will be able to take a lead in their
"Materiality and Audit Risk" project, presently in the early stages. We have
come a long way; we have enough information, let's keep on moving.*
* One last note: many research papers I have read conclude that further research is needed in "x''
areas. In this case, at least for the purposes of standard-setting and guidance at the professional
practice level, my own feeling is that little more will be required, especially after the publication
of the Leslie Study. However, research should continue, in my view, in the area of trying to
quantify materiality and risk criteria in a usable way. Also, more descriptive research is needed
on what auditors actually do and how long they spend doing it. For example, a study which would
review audits after they are completed in order to assess the impact of materiality decisions on
audit effort would be very useful.

End Notes
1. Escott et al. v. Bar Chris Construction Corporation et al., 283 Fed. Supp. (District Ct. S.D.
New York, 1968),
2. TSC Industries Inc. v. Northway Inc. CCH Federal Securities Law Reports 95, 615 (US Sup
Ct June 16, 1976).
3. See Robert W. Berliner "Materiality and Audit Risk—Sharpening the Focus," The CPA
Journal (June 1983), pp. 10 to 50. Berliner states that the rule of thumb issue "dominated . . .
early discussions" (p. 10). This article is referred to as The Berliner 1983 Article.
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of Chartered Accountants in England and Wales, Issue No. 26 (Winter 1983/84), pp. 5 and 6.
5. Barry E . Cushing and James K. Loebbecke, Comparison of Audit Methodologies of Large
Accounting Firms (University of Utah, July 1983).
6. E . L . Hicks, "Materiality," Journal of Accounting Research (Autumn 1964), p. 162.
7. Martin Calpin, Understanding Audits and Audit Reports (Canadian Institute of Chartered
Accountants—Revised edition, March 1983).
AICPA, A User's Guide to Understanding Audits and Auditors' Reports (American Institute
of Certified Public Accountants, October 1982).
(Both of these publications refer to the materiality concept but do not deal with it in depth.)
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